Abstract
Introduction
he Generally Accepted Accounting Principles mandate and promote the concept of "objectivity" in reporting. While a majority of research has pointed to management's engagement in earnings management through accruals and choices in accounting methods, only recently have studies investigated voluntary disclosures of firm performance and/or future business strategies that management wishes to disclose as part of their annual reporting. While financial statements included in the annual report must be subjected to an audit, other management discussions and letters included in the annual report do not go through such rigor. The auditor is only required to read those other disclosures to ensure that they do not contradict the information ___________________ Readers with comments or questions are encouraged to contact the author via email. contained in the financial statements. When a firm receives a going concern audit opinion, its future survival comes into question. Such a threat (bad news to interested parties) when considered in light of management's freedom to voluntarily discuss their views of firm performance, offers a great opportunity for disclosure management. The key question is whether the presence of a going concern audit opinion that questions the future survival of a firm can be associated with changes in self-regulated (voluntary) disclosures of business strategy.
Until recently, most accounting research using the non-financial performance measures has been descriptive in nature (Bagby et al. 1988 ; Dieter and Sandefur 1989; Gibson and Schroeder 1990) . Recent studies have begun quantifying non-financial information taken from the management and discussion analysis (MD&A) section of annual reports and incorporating this information into models that answer various questions (Anderson 1998; Ittner et al. 1997; Botosan 1997; Bryan 1997 , Gosselin 1997 . Other research has examined the relevance of non-financial information from sources other than the management discussion and analysis section of the annual report. Lev and Thiagarajan (1993) , for example, identify fundamental issues from analysts' descriptions and test both their value-relevance and predictive ability (for future earnings). Amir and Lev (1995) test the value-relevance of non-financial information in the wireless communication industry. Both of these studies show evidence of an association between certain non-financial information and returns, after controlling for financial information, such as earnings. With the increase in the use of these approaches comes the need to assess any GCO association with changes in disclosed business strategies.
Management disclosures of choices in strategy, a non-financial variable, have been found to provide useful information about a variety of topics. Botosan (1997) found that management disclosure level reduced the cost of capital. In her study, she quantified management's disclosed strategies among other disclosures. Ittner et al. (1997) also quantified management strategy by adopting the Miles and Snow (1978) strategy typology. In their study, Ittner et al. (1997) sought to find the factors influencing the weights placed on both financial and non-financial performance measures in CEO annual bonus contracts. Interestingly, they found that firms pursuing an innovationoriented prospector strategy tend to place greater weight on non-financial performance in their annual bonus contract. Gosselin (1997) examined the effect of strategic posture and organizational structure on the adoption and implementation of activity-based costing. In all these examples, it is clear that non-financial measures have the potential to convey information beyond that provided by financial statements. Asare (1990) called for future research to explore the impact of going-concern reporting on, among others, suppliers of debt capital, and the client's investment/production decisions.
The disclosed business strategies of a sample of firms receiving a first-time GC are compared to those of a cross-sectional sample of similar firms receiving unqualified audit opinions and to time series measures of business strategy of the experimental firms in the years before a first-time GC.
While the effects of a GC on stock prices has been studied extensively, little empirical evidence exists regarding management's strategic response to the auditor's issuance of a first-time GC. This study assumes that management is cognizant of the auditor's responsibility to consider the firm's business strategy in making a judgment about the ability of the firm to continue as a going concern. This study also assumes management's awareness of the auditor's decision to issue a first-time GC and that such awareness will prompt an evaluation and an adjustment of the firm's disclosed business strategy. The adjusted strategies are then communicated (disclosed) externally as part of the annual report. Snow and Hambrick (1980) point out that organization and management theorists view strategy as the mechanism which guides environmental alignment and provides integration for internal operations. In discussing flexible reporting, the Jenkins Committee Report points to the need for users to see a company through the eyes of management to help them understand management's perspective and predict where management will lead the company (AICPA 1994).
Methodology

Experimental Design and Sample Selection
This study uses: (1) 55 experimental firms receiving a first time going concern opinion (GC) and (2) 55 control firms that did not receive a GC during the study periods. Selected control firms capture industry representation, financial health status, and year through a matching process that considered the event year, two digit SIC codes, and level of financial distress (in that sequence). Firms in the same industry tend to face the same contracting and financial reporting problems, and are therefore expected to use similar accounting and reporting practices (Christie and Zimmerman 1994; DeChow et al. 1995; Sweeney 1994 ). These firms also tend to change accounting procedures at the same time due to changing macro-economic conditions and/or changes in the ex ante optimal set of accounting procedures (Sweeney 1994) . Given this association, matching the control sample firms to the experimental firms by event year, industry, and financial distress provides a more consistent evidence of any association effects of a GC on the experimental firms' strategy disclosure practices. The b* statistic from the Zmijewski (1984) weighted probit bankruptcy prediction model is used as the surrogate for capturing financial distress.
The sample of experimental, actively traded U.S. firms that received a first-time GC during the period 1989 through 1994 was used to examine the relationship between a firm's business strategies and its audit outcome related distress. The primary source of sample firms COMPUSTAT PC database. When a firm with a going concern qualification was found, the audit opinion for each prior period was examined to determine whether the previous year's opinion was qualified until an unqualified opinion was found and a first-time GC was considered established if each of the experimental firm's audit opinions for the three prior years was unqualified. This procedure was necessary in establishing the year of first-time qualification. The control sample firms were restricted to those firms reporting an unqualified audit opinion in the COMPUSTAT PC database for all four years.
Non-quantitative type data was gathered from the firm's annual report. The annual report is generally considered to be one of the most important sources of corporate information (AICPA 1994; Botosan 1997 ). In addition, management is most likely to use this medium of communication to provide shareholders with information that may help to counteract some of the negative perceptions that the auditor's opinion may convey.
Three criteria were used in constructing a sample of experimental firms with a first-time GCO: (1) The firm received a first-time GC during the period January 1, 1989 and December 31, 1994. (2) The firm was not a financial, insurance, or real estate company, in that these firms require unique accounting practices and also operate in unique economic environments that may not lend firm characteristics to be comparable with other firms in the sample (Bell and Tabor 1991; Jones 1996) . (3) The firm did not declare bankruptcy, nor was it in liquidation process three years before or in the year of the first-time GCO.
Data Analysis Techniques
A cross-sectional test of the effects of a going concern modification on the firm's business strategy is performed for the year of a first-time GC as compared to a control sample of firms from similar industry, the same year, and in similar states of financial distress. An ordinary least squares (OLS) multiple regression model is used to evaluate the effect of a GC on the measure of business strategies. The cross-sectional model is estimated using data from both the experimental firms and control firms matched on year, industry, and level of financial distress. The cross-sectional model is:
where: STRAT = a measure for business strategy OPIN = coded as 1 for a firm receiving a going concern opinion and 0 for a clean opinion FDIS = controls for overall financial health of the firm using Zmijewski's b* statistic. IND = controls for firm's position in its industry -also captures industry dominance (dynamism). It is measured as the standardized deviation of a firm's sales to industry ratio from the industry mean sales ratio. STAB = controls for the stability of management (coded as 1 for a change in management for firm i, and 0 for no change in management)  = a random disturbance term representing other factors that may influence STRAT
The regression coefficient (b 1 ) measures the effect of the going concern modification on business strategy, and provides the tests of hypothesis.
To provide an examination of the similarities/differences between the experimental firms and control firms in the years when both received unqualified audit opinions, model 1is estimated cross-sectionally over each of the three prior years. The dummy variable, OPIN in model 1is replaced with the dummy variable, TYPE in model 2 since both the experimental firms and the control firms each received unqualified opinions in these years. TYPE is coded as 1 for those firms that received a GC in year t(0) and coded 0 for control firms. The cross-sectional model with the dummy variable, TYPE is:
Variables
Dependent Variable
Business Strategy (STRAT): The measure STRAT was obtained by using a content analysis technique to analyze and measure the information management disclosed in annual reports to shareholders. While Snow and Hambrick (1980) offer four alternative strategy measurement approaches which they suggest may be used in combination to capture business strategy for an organization , a combination of investigator inference and objective indicators approaches were utilized to arrive at an appropriate cross-sectional score for an organization's business strategy. The reliance on a combination of these techniques may be most advantageous (Shrivastava and Nachman 1989; Snow and Hambrick 1980; Young 1989 ). The selection of items to include in measuring STRAT was guided by strategic management literature's definition of strategy typologies and their inherent natures (see Figure 1 ). The items included in strategy reflect ten broad categories and 27(26) prospector (defender) specific categories of information discussed in annual reports and considered to be indicative of a particular type of business strategy. Similarly, Bell et al. (1997) provide eight components of the client business model used by auditors to organize and integrate information gathered about the client's business and industry. Each disclosed strategy was awarded one point towards either prospector strategy or defender strategy depending on how it is defined within the strategy literature. When disclosed in quantifiable terms, an additional point was awarded. Botosan (1997) weighed her disclosure score similarly, arguing that precise information is more useful and may enhance management's reporting reputation and credibility. The Jenkins Committee Report (AICPA 1994) suggests that while business events are important, numbers are important as well. Additionally, the report urges managers to supplement qualitative disclosures with quantitative measurements where practical and meaningful if those measurements are sufficiently reliable for external presentation.
A proportion of the total responses representing the disclosed business strategy is used as the dependent variable. This proportion is anchored within a continuum of [0,1] based on a ratio of total prospector points awarded to the total points awarded to both prospector and defender disclosed strategies. A STRAT score of one, therefore, is an indicator of a firm disclosing only prospector strategy tendencies and no identifiable defender strategies, while a STRAT score of zero indicates a firm whose disclosures all reflect a defender strategy. The proportion of STRAT points earned by a given firm i were computed by the following formula: 
STRAT
Strategy for firm i is computed as the ratio of the sum of firm i's prospector strategy scores (SCORE p ) across all elements j=1,27 to the combined sum of firm i's prospector and defender strategy scores, as shown in the formula above, with the i subscript suppressed.
Explanatory and Control Variables:
1.
OPINION (OPIN):
The audit-outcome related distress variable, OPIN, captures whether or not the firm received a first-time going concern opinion (GC) and dichotomously coded as 1 for firm-years with a first-time GC, and 0 for firm-years with unqualified opinions. For year t(0), OPIN is coded as one for each experimental firm and as zero for each control firm.
TYPE (TYPE):
In the cross-sectional test involving experimental and control firms over the three years preceding year t(0), OPIN is replaced by TYPE. TYPE is coded as 1 for experimental firms and as 0 for control firms. TYPE is used to capture any inherent cross-sectional difference that existed between the experimental and control firms in the years before the experimental firms received their first-time GC.
3.
FINANCIAL DISTRESS (FDIS): FDIS captures the financial health of the firm. The b* statistic from the Zmijewski (1984) weighted probit bankruptcy prediction model is used as a surrogate for financial distress 1 . According to Jones (1987) all ratio-based prediction models yield very similar bankruptcy probabilities.
INDUSTRY DOMINANCE (IND):
This variable controls for the firm's market position within its industry. It controls for the firm's competitiveness and its ability to influence its industry's strategic directions. The (firm sales/industry sales) ratio is used as a proxy variable for industry dominance and is calculated as explained below. In keeping with Bell and Tabor (1991) , the sales ratio is calculated in industry-standardized form:
where: ST(X i, t ) = the deviation of a firm's ratio X for the year t from the industry mean ratio X I for year t, divided by the standard deviation of ratio X across firms in industry I for year t. This variable was estimated using all firms found on COMPUSTAT PC database within the same four-digit Standard Industrial Classification (SIC) code as firm i.
MANAGEMENT STABILITY (STAB):
This corporate governance variable, STAB, controls for changes in strategy due to management turnover (changes in managerial continuity). Strategy is assumed to be associated with, and dependent on, the current management's political strength as measured by the term of service (stability). Changes in management, especially the CEO, will increase uncertainty about a firm's future business strategy and its managerial expertise.
As a control for management stability, any changes in the firm's key management (president, CEO, chairman of the board) that have occurred within the year are used in measuring STAB. STAB is dichotomously coded as 1 when a firm experienced a management change and 0 otherwise. DeFond and Jiambalvo (1994) found that firms with increased monitoring and also a debt covenant violation experienced management change in the year of covenant violation.
Data Analysis And Results
Descriptive Profile of Sample Firms
The entire sample of 110 firms represents five broad SIC defined industries with the majority (62%) of the firms in the manufacturing industry. Where a match firm was not found within its immediate two-digit industry classification, the closest broader industry group was used to select a match. Firms in the 6000-6799 SIC industrial classification category were not included in analysis since this category includes financial institutions and real estate company firms. These industries require unique accounting and reporting procedures that may not be ideally comparable with firms in the other industries (Bell 1991; Jones 1996) .
The average STRAT score for the experimental firms over the four years was 0.6183. This STRAT measure suggests that on the average these firms disclosed slightly more prospector-type strategies than defender-type strategies over the four-year period. The modal or most often occurring STRAT ratio over the four year period was 0.5000 suggesting that it is not uncommon for firms to disclose an equal number of prospector-type and defendertype strategies.
When the mean STRAT is computed for the experimental firms in the year of GC only, there is a drop in the mean, mode, and median STRAT scores, suggesting that these experimental firms adjusted their strategy towards disclosing more defender than prospector type strategies in year t(0). When the score is computed for three years preceding the year of GCO, the mean, mode, and median STRAT scores are higher. This finding could be expected since the firms do not face a threat of a GC in those years.
Statistics for the control firms shows that the mean STRAT score is slightly less than that in experimental firms (preceding three years) but that this score is still higher than those reported for all experimental firms. The tendency is for control firms to report more of prospector than defender type strategies over the four-year period.
It is clear from these statistics that the experimental firms started out as more prospector type and adjusted their disclosed strategy towards more defender type by the year of the GC. This behavior is also graphically reported in Figure 1 , which plots the mean STRAT score by event year for both the experimental, and control firms. As experimental firms move closer to year t(0), they clearly disclose more of defender than they do prospector strategies. In fact, it appears as if this behavior begins about two years before the year of GC. It is possible that the auditors start raising going-concern type issues in earlier years although a GC is not issued until t(0). While the control firms also report less of prospector than defender strategies in year t(-1), the experimental firms clearly disclose more defender than prospector strategies as compared to the control firms in years t(-1) and t(0). Table 1 presents comparative annual descriptive statistics for both the 55 experimental firms (firms with a first-time GC) and the 55 control firms (firms with an unqualified opinion for each of the four years in this study). This table presents a comparison of each variable's mean statistic for the firms with a first-time GC in year t(0) with that of the control firm that did not receive a GC in any of the four years. An independent samples t-test is performed on these mean statistics. Panel A presents statistics for the dependent variable (STRAT) for each of the four years. The going concern audit opinion was received only in event year 0. These firms received an unqualified opinion in the prior three years.
An evaluation of the means for experimental firms reveals a decreasing pattern of STRAT as the firm approaches year t(0) (the year of a first-time GC). This suggests that management reports increasingly more defender-type strategies than prospector-type strategies as the firm approaches the year of receiving a first-time GC. This interpretation is not unreasonable given that management has private information about the firm, and that the private information is reflected in disclosed strategies. It can thus be inferred that managers foresee difficulties and use their insiders' knowledge in disclosing business strategies. These strategies may also provide the auditors with greater insight as to management's plans for a turnaround from existing (emerging) difficulties. Table 1 , Panel A, shows that experimental firms started out as more prospector type and adjusted their disclosed strategy towards more defender type by the year of a first-time GC. In addition to the clear change in strategy over the previous three years for experimental firms, there is also a highly significant difference (p<0.01) between experimental firms' STRAT and that of control firms in year t(0). The difference in STRAT is also significant (p<0.05) in year t(-3). There is no significant difference in firms' STRAT in years t(-1) and t(-2).
The variable IND is significantly different for each of the four years presented with the control firms showing the overall greater industry dominance over the firms with a first-time GC. There are no significant differences in STAB (management's stability) between the two groups.
Results Of Cross-Sectional Tests
The cross-sectional model includes both the experimental firms and the control firms. Table 2 , Panel A presents the results of the full cross-sectional model for year t(0) (the year of the first-time GC for the experimental firms). Panel B of Table 2 presents the results of the reduced cross-sectional model for year t(0) with OPIN excluded from the model. The overall full model (Panel A) for year t(0) is highly significant (p<0.001) with adjusted R 2 of 16.7%. OPIN is again negative and highly statistically significant (t=-4.059; p<0.001); suggesting that firms receiving GCs react by disclosing more defender type strategies.
The variable STAB (representing management's stability) is moderately statistically significant (p<0.10). These cross-sectional results from t(0) suggest that there is on average, about an 8% increase in the disclosed prospector-type business strategies when there is a change in management. This seems intuitively accurate in that new management may find it easier to develop new prospector like strategic plans for the firm's direction as compared to an on-going management that was in place at the time the problems developed. It may also be true that new management may find it easier to place blame on the prior management and therefore seek to outline plans for greater innovation or even adoption of market-driven enthusiasm (prospector-type tendencies). It is interesting to note that DeFond and Jiambalvo (1994) found that 29% of their firms with increased monitoring and also a debt covenant violation had experienced management change in the year of covenant violation. 2 No other control variables were statistically significant. The IND and FDIS have positive and negative coefficients respectively. Table 3 reports the results for the cross-section model covering both the experimental firms and control firms for each of the three years prior to the year of a first-time GCO. These results also mirror, to a large extent, the discussion for each of the variables from the independent samples t-test discussed in the descriptive analysis of variables section of this chapter.
The models for years t(-1) and t(-2) are not found to be statistically significant. In fact none of the control variables were significant for the two years prior to the year of a first-time GC except for FDIS in year t(-1) that was moderately significant at p<0.10. The alternative model that includes SIZE did not yield results that were much different from those found with the model that excludes SIZE.
The results, however, in Panel C of Table 3 , for year t(-3) yielded a significant model (p<0.05) with an adjusted R 2 of 7.1%. The only significantly different variables between the two groups in each of the prior years is the TYPE (coded as 1 for firms that had a first-time GC in year t(0) and a code of 0 for the control firms) and FDIS. It is interesting to note that the coefficient on FDIS is consistently negative and small. The only difference in t(-3) is that the standard deviation is smaller, i.e. a large t-value. The negative coefficient is consistent with more financial distress leading to more defender type strategies. a TYPE is used to distinguish between experimental firms and control firms since OPIN is the same (unqualified opinion) for both groups of sample firms. Type variable was coded 1 for experimental firms and 0 for control firms. Note: Probability values are based on the two-tailed significance test. *** Significant at the 0.01 level ** Significant at the 0.05 level * Significant at the 0.10 level
Validity Assessment Of Dependent Variable
Based on prior studies and also on the subjective nature of the technique used in determining a firm's disclosed level of strategy, an assessment of the validity of the dependent variable (STRAT) is necessary. An interrater is used to perform content analysis on a sample of annual reports. The inter-rater's scores are correlated with those of the researcher. Several other studies (Botosan, 1997; Bryant 1997; Ahmed 1995 ) that have used a disclosure score or a disclosure index have performed similar assessments. These studies have presented consistently strong and corroborative findings.
The inter-rater 3 was furnished with a sample of 25 annual reports and the content analysis forms and asked to perform content analysis by rating the disclosed strategies in the annual reports. The inter-rater was not informed which of the 25 firms were experimental firms and which were control firms. In addition, the auditor's opinion was not included in the annual reports given to the inter-rater.
Based on the Pearson's and Spearman's correlation analysis the results show that approximately 50% of the inter-rater's STRAT scores were higher than those of the researcher, with STRAT score differences of less than 0.009. The results show all individual scores as strongly and positively correlated (p<0.01). The correlations obtained in this study should mitigate concerns of possible error in content analysis and classification of disclosed business strategy.
Summary And Conclusion
In this study, an investigation of the association between GCs and changes in management's disclosed business strategy is performed. Based on selective review of literature from strategy and auditing disciplines, a model that tests for an association of a GC on business strategy disclosure is developed.
After controlling for other variables such as the financial distress level, firm size, management's stability, and industry dominance, the results indicate an association between a first-time GCs and changes in firms' reported business strategy. The descriptive statistics and cross-sectional tests also reveal that management begins disclosing more defender type strategies about two years prior to the year of the first-time GC. It may be an indicator that auditors begin expressing concerns about the firm's ability to survive as far back as two years before the GC. While the experimental firms show a sharp turn towards disclosing more of defender type strategies in year t(0), the control firms show a very moderate decline in their disclosed strategies although still disclosing more prospector than defender type strategies.
The results also indicate that financial distress does not completely explain the change in strategy. In years when the experimental firms did not receive a GC, the financial distress level was not significantly different from those of the control firms and yet the control firms did not eventually experience a first-time GC. In year t(0), however, the financial distress level is significantly different between the two groups of sample firms. 4 The results indicate GC to be statistically significant in that year. The implication is that management considers other than financial distress factors in their decision to adjust their business strategies. The model points to the GC as a factor that influences management's choice of business strategies to disclose since this variable is statistically significant. The negative coefficient indicates that the GC is associated with shifts from prospector like strategies towards defender like strategies.
A change in management was found to elicit disclosure of more prospector type strategies. It is possible that new management may choose to adopt new strategies as soon as possible in order to chart a new direction for the firm. It also seems plausible that this is an ideal opportunity for new management to express their leadership style through their choice of business strategies to emphasize.
Limitations And Continued Research
The findings in this study should be interpreted in light of potential limitations, which in turn point toward avenues for future research. First, common factors may underlie the issuance of a GC and the level of a firm's financial distress. GC and financial distress level are both independent variables in this study and could be based in part on omitted common factors in tests performed in this study. A possible alternative specification to the model is to include an additional variable for drifts in the stock price (market). This variable would help to account for changes in STRAT that may be related to management's sensitivity to changes in stock prices. Although this study has attempted to identify the appropriate control variables in the regression tests, it is still possible that the results obtained could be confounded by omitted variables.
Second, the reliance on researcher's content analysis for the strategy variable may introduce bias into the study although this problem was mitigated by dual-raters. The use of multi-methods to enhance the validity/reliability of the strategy measure may be a desirable future consideration. Additionally, since strategies are quite a complex phenomena, multi-dimensional measures of strategy and more elaborate measures of strategy should be developed in order to clearly discriminate among more than just the defender and prospector type strategies. In fact, researchers can enhance the validity of strategy scores by relying on multiple sources of information.
Third, a larger sample, extending beyond the four years' analysis in this study may reveal other patterns that were not uncovered in this study. More specifically, it is not clear what strategy experimental firms pursue in the years after the removal of the GC. An extension of this study to include the years after a first-time GC would provide further insights as to the continued effect of audit opinions on business strategy. A question to be answered is, what strategy disclosures do management report in the years immediately subsequent to the year of lifting of the GC when the firms receive an unqualified opinion?
Finally, opportunities for increasing our understanding of the connection between management's choice of business strategies and other accounting related issues are great. These issues may encompass the relation between strategies and specific accounting controls, the budgeting process (for cost conscious managers), and performance based compensation schemes that are based on management's plans and eventual outcomes. 
